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Surface: Grossing Up–A Step Toward Nonrecognition of Foreign Subsidiary as
NOTES
GROSSING UP -A
STEP TOWARD NON-RECOGNITION OF
A FOREIGN SUBSIDIARY AS A CORPORATE ENTITY
The Revenue Act of 1962, recently passed by Congress, includes
a provision' which is significant to domestic corporations that carry
on operations abroad through foreign branches or foreign subsidiaries. This provision is commonly known as "grossing up." It is the
purpose of this note to reveal the immediate tax impact of this provision and to point out why it should be viewed as indicative of a
change in the attitude of the United States toward private foreign
investment by domestic corporations.
INCOME DERIVED FROM FOREIGN OPERATIONS PRIOR TO REVENUE
ACT OF 1962
The federal income tax has always been generally applicable to
income derived from foreign sources. Because income earned abroad
is also subject to income taxes in the country in which it is earned,
double taxation is possible. Early attacks on this problem took the
form of a mere allowance of a deduction for the foreign taxes deemed
paid. In 1918, in order to eliminate double taxation, which was viewed
as a hindrance to private foreign investment, 2 the taxpayer was allowed at his election to claim a credit for foreign taxes, instead of
deducting them.3 A parent of a foreign subsidiary at first was not
allowed to claim the credit, as the parent itself could not be viewed
as having paid the foreign tax. In 1921 Congress amended the statute
to allow a domestic corporation to claim a credit for foreign taxes,
imposed upon income of a subsidiary, against the federal tax imposed
upon the income received from such subsidiary.4 A provision in the
Revenue Act of 1942 extended the application of the foreign tax
credit to a foreign subsidiary of a foreign subsidiary.5 This gave domestic corporations a tax incentive to invest abroad, but it also induced some domestic corporations to set up a network of foreign
corporations which could operate through a "base" company located
in a "tax haven.",,
1.

INT. REV. CODE OF

1954, §78.

2. American Chicle Co. v. United States, 316 U.S. 450
Inc. v. Commissioner, 158 F.2d 158 (2d Cir. 1946); Steel
Co. v. Commissioner, 36 T.C. 265 (1961).
8. Revenue Act of 1918, ch. 18, §§222, 239, 40 Stat.
4. Revenue Act of 1921, ch. 186, §238 (e), 42 Stat. 259

(1942); W. K. Buckley
Improvement & Forge
1073 (1918).
(1921) (now

INT. REV.

CODE OF 1954, §902).

5. Revenue Act of 1942, ch. 619, §158 (f)(2), 56 Stat. 858 (1942) (now INT.
REV. CODE OF 1954, §902 (b)).
6. GIBBONS, TAx FAcTORs IN BASING INTERNATIONAL BUSINESS ABROAD vii (1957).
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Before 1951, the foreign tax credit was available only to domestic
corporations that owned over fifty per cent of the stock of the foreign
subsidiary. In the case of a foreign subsidiary of a foreign subsidiary,
the subsidiary was required to own one hundred per cent of the stock
of its subsidiary. In 1951, these percentages of ownership were changed
to ten per cent and fifty per cent, respectively.7 Again, how can this
be viewed except as a congressional effort to facilitate foreign business?
Further liberalization of the tax treatment of income from foreign
sources was reflected in a 1958 amendments that allowed a carryback
of two years and a carryover of five years of any unused foreign tax
credit. Heretofore such excess was lost if it could not be used in the
period in which the tax was incurred.
The foreign tax credit may be utilized by both the domestic
corporation that operates through a branch and by the domestic
corporation that operates through a foreign subsidiary.9 Branch
operations incur a disadvantage in that income earned by the branch
is automatically included in the income of the parent in determining
its federal income tax liability. On the other hand, the foreign
branch is the less expensive operation and its losses may be deducted
in full in computing taxable income of the domestic corporation.",
The foreign tax credit is available annually to those corporations that
do business abroad through a foreign branch.
The foreign tax credit achieves a different aspect when studied
in connection with the tax treatment of foreign subsidiaries. Before
1963, the principal tax incentive to doing business abroad through
a foreign subsidiary was tax deferral. The United States did not tax
the income earned by a foreign subsidiary, even if it was wholly owned
by the parent," until its earnings were distributed in the form of
dividends or their equivalent to the parent or unless the subsidiary
was classified as a foreign personal holding company. The foreign
tax credit entered into consideration only when such earnings were
taxed to the parent. The tax deferral feature has been an important
inducement to private foreign investment because amounts that
otherwise would have been subject to the federal income tax escaped taxation, and amounts that would have gone partly to pay
taxes could be used in full for purposes of reinvestment. 12 In addi7. INT. Rzv. CODE OF 1954, §902 (a) (b).
8. Technical Amendments Act of 1958 (now lNT. REV. CODE OF 1954, §904 (c)).
9. See INT. REv. CODE OF 1954, §164 (a) (b) (6), where deduction for foreign
taxes paid may be elected. See also BITTKER & EBB, TAXATION OF FOREIGN INCOMI
233 (1960), for the two times when deduction is more favorable than credit: when
there is a world-wide loss and when foreign tax exceeds foreign income.
10. BrrrKER & EBB, TAXATION OF FORFIGN INCOME 233 (1960).
11.
12.

Id.at 251.
Ibid.

https://scholarship.law.ufl.edu/flr/vol15/iss4/5

2

Surface: Grossing Up–A Step Toward Nonrecognition of Foreign Subsidiary as
NOTES

tion, there existed the distinct advantage of being able to choose a
favorable year for foreign subsidiary distributions to the domestic
parent.
The computation of the foreign tax credit has undergone several
changes. The initial 1918 formula for the computation of the foreign
tax credit treated as foreign tax paid1 3 by the parent that part of the
subsidiary's foreign taxes that bore the same relation to all foreign
taxes paid by the subsidiary as the dividends14received by the parent
bore to the subsidiary's total taxable income.
Before the decision in American Chicle Co. v. United States,' 5 a
method of computation, very advantageous to the domestic corporation, was used whereby the amount of foreign tax paid was multiplied
by the amount of dividends received and was divided by the amount
of after-tax accumulated profits'8 of the foreign subsidiary.' 7 Thus, if
the entire amount of the subsidiary's income after foreign taxes was
distributed as a dividend, the parent was able to claim as a credit
the entire amount of the foreign tax paid, even though only part of
the foreign tax paid could be attributed to the amount of the dividends received by the parent. The House of Representatives in 1934
sought to reduce the foreign tax credit by fifty per cent 8 because of
this inequitable situation, but because the Senate refused to accept the
proposal,' 9 the foreign tax credit was not repealed.
The decision in American Chicle Co., in keeping with express
language that had been in the statute since 1921, placed the computation of the foreign tax credit on a much more logical basis. American Chicle Co. was a domestic corporation that had received dividends
from wholly-owned foreign subsidiaries. The subsidiaries had paid
taxes on their earnings to the foreign countries of their domicile.
The petitioner claimed a credit based on the entire amount of the
foreign taxes paid. The Commissioner contended that the amount
of the tax credit should be based only upon the amount of foreign
taxes attributable to the accumulated profits of the subsidiary. Accumulated profits for a taxable year are defined as "the amount of
its gains, profits, or income in excess of the income, war profits, and
13. For what constitutes "deemed paid" see BTrKER & EBB,
FOREIGN INCOME 262

14.

TAXATION

OF

(1960).

Revenue Act of 1918.

15. 316 U.S. 450 (1942).
16. Infra note 21. The term "accumulated profits" used in connection with
the foreign tax credit is interpreted as meaning yearly net income after taxes.
17. F. W. Woolworth Co. v. United States, 91 F.2d 973 (2d Cir. 1937);
Aluminum Co. of America v. United States, 36 F. Supp. 23 (W.D. Pa. 1940).
18. H.R. RlP. No. 704, 73d Cong., 2d Sess. 15 (1934).
19. S. REP. No. 558, 73d Cong., 2d Sess. 39 (1934); International Milling Co.
v. United States, 27 F. Supp. 592 (Ct. Cl. 1939).
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excess profits taxes imposed on or with respect to such profits or income." 20 The Court sustained the Commissioner's contention in
holding that the foreign tax credit should be based only on a portion
of the total foreign taxes paid.2 1 The percentage of the foreign taxes
computed in this manner which can be attributed to the dividends received by the parent corporation is the tax credit the parent may take.
The parent is "deemed to have paid' ' 2 2 this amount of foreign taxes,
thus qualifying for the foreign tax credit. The formula approved by
the Court in American Chicle Co. can be simply stated as:

Foreign tax paid
or accrued with
respect to accumu- X
lated profits of the
subsidiary

Dividends received by
the parent
Accumulated profits
of the subsidiary

Taxes deemed to
have been paid on
profit distributed
to the parent

Or it can be stated as: 23
Total foreign tax
paid or
X
accrued

Taxes

Accumulated

profits of
subsidiary
Total profits of
subsidiary

Dividends
received
Accumulated
profits of
subsidiary

-

deemed to
have been
paid on
profit distributed to
parent

We can cancel both "Accumulated profits of the subsidiary" and more
simply state the formula:

Total foreign
tax paid or
accrued

Dividends received
X by parent
Total profits of
subsidiary

Taxes deemed to
have been paid
on profits distributed to
parent

This last formula is exactly the one that was urged in 1918.

20. INT. REv. CODE oF 1954, §902 (c) (1).
21. American Chicle Co. supra note 15; Eastman Kodak Co. %. United States.
48 F. Supp. 357 (Ct. Cl. 1943) (American Chicle decision followed in regard to
past transactions as well as future ones); International Milling Co. v. United States.
27 F. Supp. 592 (Ct. CI. 1939).
22. Id. §902 (a). See supra note 13.
23. 26 C.F.R. §902 (1961), based on example found in H.R. REI'. No. 2333.
77th Cong., 2d Sess. 141 (1942).
Total foreign
tax paid or
accrued

X

Accumulated piofits of subsidiar)
Total profits of subsidiary
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Foreign tax paid or
accrued with respect to

accumulated profits of
the subsidiary
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Even after American Chicle Co., foreign subsidiary arrangements
offered greater tax advantage than foreign branch arrangements. Tax
deferral was not affected. If the foreign tax rate imposed upon a
subsidiary's income is less than fifty-two per cent, the initial, that is
foreign, tax on such income will be less than the fifty-two per cent
tax imposed upon the total earnings of a foreign branch. Moreover,
even after distribution of the subsidiary's earnings to the parent, the
combined foreign and federal tax on such earnings will be less than
fifty-two percent. The reason for this disparity is that in a foreign
subsidiary operation, the parent pays fifty-two per cent only on the
portion of the income that was distributed as dividends by the subsidiary and it pays the foreign rate on the balance.2 In the foreign
branch operation, on the other hand, the entire amount of the income
of the branch is included in the income from all operations in determining the amount of federal tax liability. 25
Certain limitations on the use of the foreign tax credit deserve
attention at this point. One limitation previously mentioned is the
percentage of ownership requirement.2 6 Also, the foreign tax credit
for any one country cannot exceed the portion of the United States
tax that is attributable to income derived from that country.2-7 The
amount of the foreign tax credit cannot exceed the amount of the
taxpayer's entire tax liability for one year.28 The credit is not allowed a foreign corporation, a China Trade Act Corporation, or a
domestic corporation deriving income from possessions of the United
States that is entitled to benefits of section 931 of the 1954 Code.2 9
In summary, it may be said that prior to the Revenue Act of 1962,
a domestic corporation was encouraged to operate abroad through a
foreign subsidiary. Such an operation would result in two distinct
tax advantages when compared with operating through a foreign
24.

BARLOW & WENDER, FOREIGN INVESTMENT AND TAXATION 236

25.

Illustrated as follows:

Amount of foreign income
Foreign tax paid or accrued
Dividends received by parent
U.S. tax base
U.S. tax (52%)
Amount of foreign tax credit
U.S. tax due
Total tax paid on $100
26.

(1955).

Branch

Subsidiary

$100.00
40.00

$100.00
40.00
60.00
60.00
31.20
24.00
7.20
47.20

100.00
52.00
40.00
12.00
52.00

Supra note 7.

27. INT. REv. CODE OF 1954, §904 (a).
28. See INT. REv. CODE OF 1954, §904(c) for carryover and carryback provision
for excess amount of foreign tax credit.
29. Treas. Reg. §1.901-1 (g).
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branch. One of the advantages was the tax deferral feature in which
no federal income tax was imposed upon the income earned by the
foreign subsidiary unless that income was remitted to the domestic
parent. The other benefit was that, even if income earned by the
foreign subsidiary was paid to the parent in the form of a dividend,
the amount of United States tax was less than the amount of tax
imposed on the same amount of income earned abroad by a foreign
branch.
INCOME DERIVED FROM FOREIGN OPERATIONS AFTER THE

REVENUE AcT OF

1962

Past tax credit and tax deferral advantages of foreign subsidiary
operations have been virtually eliminated by the Revenue Act of
1962. It appears that the congressional policy to induce United States
businessmen to invest abroad through foreign subsidiary operations is
being abandoned.
Sections 9 (a) and (b)3 0 of the Revenue Act of 1962 are the principal attack on the foreign tax credit advantage that has historically
been one of the two big incentives to doing business abroad through
a foreign subsidiary. Section 78 injects a new concept into the 1954
Code with a provision requiring what is known as "grossing up."'31
Under section 78 the domestic corporation that receives income from
a foreign subsidiary must include "as a dividend," in addition to what
is actually received, the amount of foreign taxes "deemed paid under
section 902 (a) (1) (c)." 3 2 The computation under section 902 (a) (1) (c)
of the amount of taxes "deemed paid" by the domestic corporation
is applicable only to income received from a foreign subsidiary that
33
is not a "less developed country corporation."
In effect, the taxes deemed paid by the parent, which must be
added to the actual dividend received, are computed on the following
basis. First, the total foreign taxes paid by the subsidiary are allocated to the accumulated profits of the subsidiary. Accumulated profits
for this purpose are the amount of the subsidiary's income "without
reduction" for the amount of foreign taxes paid in regard to such
profits. 34 Actually, the total amount of the foreign taxes will be al30.

Amending INT. REV. CODE OF 1954 by adding §78.

31. For derivation of the term "grossing up" see Surrey, Current Issues in the
Taxation of Corporate Foreign Investment, 56 CoLuM. L. REV. 815, 828 (1956).
32. INT. REV. CODE OF 1954, §78 provides: "If a domestic corporation chooses
to have the benefits of . . . [the foreign tax credit] for any taxable year, an
amount equal to the taxes deemed to be paid by such corporation under section
902 (a) (1) . . . for such taxable year shall be treated . . . as a dividend received

by such domestic corporation from the foreign corporation."
33.

See INT. REV. CODE OF 1954,

§§902(d),

955(c)(1)

for definition

of less

developed country corporation.
34.

INT. REV. CODE OF 1954, §902 (c) (1) (A).

https://scholarship.law.ufl.edu/flr/vol15/iss4/5

6

Surface: Grossing Up–A Step Toward Nonrecognition of Foreign Subsidiary as
NOTES
located to accumulated profits, because accumulated profits will
normally be the total amount of subsidiary profit upon which the
foreign taxes were imposed. After this amount has been computed,
it is then allocated to the amount of dividends actually received by
the parent on the basis of the portion of accumulated profits paid
to the parent. Accumulated profits for this purpose are "accumulated
profits in excess of such income . . . taxes." 35 The amount of tax
allocable in this manner to the dividends actually received by the
parent is the amount of foreign tax deemed paid by the parent. Although this operates to increase the foreign tax credit, the increase is
at the expense of "grossing up" dividends to include phantom
amounts paid out as foreign tax and not actually received by the
domestic parent.
The net effect of "grossing up.' is to treat the income derived by
a domestic corporation from a foreign subsidiary on the same tax
basis as the income derived by a domestic corporation from a foreign
branch.- It will be necessary to "gross up" all distributions received
from a foreign subsidiary after December 31, 1964.37 From January

1, 1963, to December 31, 1964, dividends paid by a foreign subsidiary
out of accumulated earnings of years prior to January 1, 1963, will
not be "grossed up,"38 and therefore substantial tax savings may be
realized by distributing earnings of prior years before January 1,
1965. The amount of foreign subsidiary earnings that can be saved
by immediate distribution without "grossing up," as compared with
later distribution under the "gross up" provision, can be determined
by a formula. The saving is the amount of additional federal income
tax occasioned by the "gross up" requirement less the increase in the
foreign tax credit allowed by the new provision. The formula may
be expressed as:
Saving = (Foreign tax rate X United States tax rate) - (Total
foreign taxes paid - foreign tax credit under American
Chicle)
35.

INT. REV. CODE OF 1954, §902 (a) (1).
36. Illustrated as follows:

Amount of foreign income
Foreign tax paid or accrued
Dividend acutally received by parent
U.S. tax base
U.S. tax (52%)

37.

Branch

Subsidiary

$100
40

$100
40
60
100
52

100
52

Amount of foreign tax credit
40
U.S.tax due
12
Total tax paid on $100
52
Revenue Act of 1962, §9 (e), 76 Stat. 999 (1962).

40
12
52

38. Revenue Act of 1962, §9 (e) (2), 76 Stat. ---- (1962).
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Assuming a foreign tax rate of forty per cent and a United States
tax rate of fifty-two per cent, for each dollar of subsidiary earnings the
saving will be (.40 X .52) -

(.40 - .24) or 4.8 cents.

Earnings received by a domestic parent corporation from a foreign
subsidiary that is a "less developed country corporation" 39 will not be
"grossed up" now or later. The computation of the foreign tax credit
in this situation continues the advantage of a foreign subsidiary
40
operation over a branch, as the formula set forth in the new Act is
1
Co.4
Chicle
the same as the one established in American

By repealing the foreign tax credit advantage previously enjoyed
by domestic parent corporations, section 78 has eliminated much of
the attractiveness of operating through a foreign subsidiary. Even
though "gross up" is limited in its application to developed country
corporations, it could very well serve as the groundwork from which
to base an all-out attack on the preferential treatment accorded income
from foreign subsidiaries through the use of the foreign tax credit.
Section 12 of the Revenue Act of 1962,42 which deals with controlled foreign corporations, diminishes to a great extent the tax deferral incentive which has made the foreign subsidiary so attractive for
doing business abroad. Under this provision, if a foreign corporation
meets the requirements of ownership, the American shareholder will
have to include in his gross income a pro rata share of certain income
of the foreign subsidiary whether or not the subsidiary has made distribution to the shareholder."
The impact of this automatic inclusion of income is not as great
as it may seem at first blush. Since a controlled foreign corporation
is a foreign corporation whose stock is at least fifty per cent owned
by United States shareholders, 41 it would be possible for the foreign
subsidiary to escape controlled foreign corporation treatment by the
ownership requirement alone. The income which is subject to this
' ' 45
which
provision is limited to "subpart F income for such year,
has been defined to include only income from the insurance of United
4
States risks and income from foreign base company operations. 1'
Foreign base company income is in turn limited to personal holding
company income, sales income, and services income. 4 For the purpose
of subpart F, personal holding company income is, except for minor
39. See note 33 supra.
40. INT. REV. CODE OF 1954, § §902 (d), 955 (c)(1).
41. See notes 15, 25 supra.
42. INT. REV. CODE OF 1954, §§951-964.
43.

INT. RiEV. CODE OF 1954, §951 (a).

44.
45.
46.
47.

INT. REV. CODE OF

INT. REV. CODE OF
INT. REV. CODE OF
INT. REV. CODE OF

1954,
1954,
1954,
1954,

§957
§951
§952
§951

(a).
(a) (1) (A).
(a).
(a).
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modifications, such income as defined in section 553 of the 1954
Code, which includes generally "passive income" such as rents, royalties, interest, and annuities. Sales income within subpart F is limited
to "income of a selling subsidiary (whether acting as principal or
agent) which has been separated from manufacturing activities of a
related corporation." 4 8 Services income is similarly limited to income
arising only "where a service subsidiary is separated from manufacturing or similar activities of a related corporation and organized in
another country primarily to obtain a lower rate of tax for the service
income." 49 Exclusionary provisions further limit the amount included
in foreign base company income.50 If a domestic corporation receives
a minimum portion of its pro rata share of a controlled foreign corporation's subpart F income, section 951 becomes inapplicable and
undistributed amounts are not automatically included in the domestic
parent's gross income.51
When section 951 operates to tax subpart F income to the domestic
parent corporation, the domestic parent is allowed to use the foreign
tax credit as if the income had been actually received. 52 In effect, the
parent is taxed on income it has not received and is then allowed a
credit for foreign taxes it has not paid. Of course, income that has
been taxed as subpart F income, will not be again subjected to the
federal income tax when the amount is actually distributed.53 Neither
will the foreign tax credit be allowed when actual distribution is
4
made to the extent that it has already been used.5
Despite the limitations previously mentioned, the principle of
tax deferral was dealt a mighty blow by the enactment of section 12
of the Revenue Act of 1962. When it is realized that the amount
which is automatically included in the domestic corporation's income
under section 951 is subject to the "gross up" provision of section 901,
it can be seen that the two principal tax incentives to investing abroad
have been all but abolished.
SUMMARY

The "grossing up" and controlled foreign corporations provisions
have eliminated to a great extent the two principal tax advantages
48. S. REP. No. 1881, 87th Cong., 2d Sess. 84 (1962).
49. Ibid.
50.

See INT. REv. CODE OF 1954, §954(b)(1)

(exclusion for qualified invest-

ments in a less developed country corporation); §954(b)(2) (shipping income);
§954(b)(3) (entire exclusion if foreign base company income is less than 30% of
gross income).
51.
52.
53.
54.

INT. REV. CODE OF 1954,
INT. REV. CODE OF 1954,
INT. REV. CODE OF 1954,
INT. REv. CODE OF 1954,

§963.
§960.
§959.
§960.
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to doing business abroad through a foreign subsidiary. Both provisions are implementations of President Kennedy's proposal for
reform of tax treatment of foreign income. The President has stated: 55
"The undesirability of continuing deferral is underscored
where deferral has served as a shelter for tax escape through
the unjustified use of tax havens ....
"If we are seeking to curb tax havens, if we recognize
that stimulus of tax deferral is no longer needed for investment in the developed countries, and if we are to emphasize
investment in this country in order to stimulate our economy
and our plant modernization as well as ease our balance of
payments deficit, we can no longer afford existing tax treatment
of foreign income."
The enactment of the two tax provisions may not discourage foreign
investment; economists feel there is no evidence that United States
taxes have impeded investments in foreign countries. However the
prevailing thought is that domestic corporations would be encouraged
to investigate the possibilities arising from foreign investment if
additional tax incentives existed.56
Whether sections 901 and 951 will aid in stemming the gold flow
and stimulating our economy cannot be predicted. It can be observed,
however, that the two measures have narrowed the difference in
taxation of the foreign branch and the foreign subsidiary. This result
may or may not have been intentional.
Such treatment is welcomed in so far as relieving any past inequity
between taxation of the foreign subsidiary and branch operations,
but it raises the question whether the foreign branch is now in the
more advantageous tax position. If equality of taxation between the
two methods of foreign operations is the result being sought, would
it be better to give the foreign branch an election to be taxed as a
foreign subsidiary? Such a solution would more nearly approach
equity but it would not "ease our balance of payments deficit."
If the two provisions indicate a trend toward treating a subsidiary
as a branch for tax purposes, the ultimate objective would be to
withdraw completely the tax deferral from foreign subsidiary operations and to tax the subsidiary income as it is earned. Such a plan
would probably be constitutional,-, but its merits are debatable.
J.

55.

FRANK SURFACE

107 CONG. REC. 5992 (1961).

215 (1955).
57. WORLD TAX SERIES, Taxation in the United Kingdom (1957); Norr, Jurisdiction to Tax, So. CAL. 14TH TAX INsT. 299 (1962).
56.

BARLOW & WENDER, FOREIGN INVESTMENT AND TAXATION
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